American Stores Co. v. Commissioner, 114 T. C. 458, 2000 U. S. Tax Ct.
LEXIS 33,114 T. C. No. 27 (2000)

Legal fees incurred in defending an antitrust suit related to a corporate acquisition
must be capitalized if they arise from and are connected to the acquisition process.

Summary

American Stores Company acquired Lucky Stores, Inc. , and subsequently faced an
antitrust lawsuit from the State of California. The company incurred legal fees
defending against this suit, which arose directly from the acquisition. The Tax Court
held that these fees must be capitalized rather than deducted as business expenses,
emphasizing the ‘origin of the claim’ test. The decision was based on the fact that
the fees were incurred in connection with the acquisition, aiming to secure long-
term benefits from the merger, rather than defending an existing business
operation.

Facts

American Stores Company (ASC) acquired Lucky Stores, Inc. (LS) in June 1988
through a tender offer. Before the acquisition, ASC negotiated with the Federal
Trade Commission (FTC) to address antitrust concerns. One day after the FTC’s final
consent order, the State of California filed an antitrust suit against ASC, seeking to
prevent the merger or force divestiture. A temporary injunction was issued by the
District Court, preventing the integration of ASC and LS’s operations. ASC incurred
substantial legal fees defending this suit, which it deducted as ordinary business
expenses. The IRS disallowed these deductions, arguing the fees should be
capitalized.

Procedural History

The IRS disallowed ASC’s deductions for legal fees, leading ASC to petition the Tax
Court. The Tax Court reviewed the case and issued a decision that ASC must
capitalize the legal fees incurred in the antitrust defense.

Issue(s)

1. Whether legal fees incurred by ASC in defending the State of California’s antitrust
suit, which arose from ASC’s acquisition of LS, are deductible as ordinary and
necessary business expenses under section 162, or must be capitalized under
section 263(a).

Holding

1. No, because the legal fees arose out of, and were incurred in connection with,
ASC'’s acquisition of LS. The origin of the antitrust claim was the acquisition itself,
and the fees were aimed at securing long-term benefits from the merger, thus
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requiring capitalization.
Court’s Reasoning

The Tax Court applied the ‘origin of the claim’ test from Woodward v.
Commissioner, focusing on the nature of the transaction out of which the legal fees
arose. The court determined that the legal fees were connected to the acquisition
process, as they were incurred to defend ASC’s right to acquire and integrate LS,
not to protect an existing business structure. The court also referenced INDOPCO,
Inc. v. Commissioner, noting that expenses facilitating long-term benefits from a
corporate change must be capitalized. The court rejected ASC’s argument that the
fees were post-acquisition expenses, emphasizing that despite the passage of legal
title to LS shares, the merger’s practical completion was hindered by the antitrust
litigation. The decision was influenced by the policy of matching expenses with the
revenues they generate, which supported capitalization over immediate deduction.

Practical Implications

This decision impacts how companies should treat legal fees related to acquisition-
related litigation for tax purposes. Companies must capitalize such fees if they are
connected to the acquisition process and aimed at securing long-term benefits from
the transaction. This ruling influences tax planning around mergers and
acquisitions, requiring companies to consider the potential for capitalization of legal
expenses when budgeting for such transactions. The case also affects how similar
cases are analyzed, emphasizing the importance of the ‘origin of the claim’ test in
determining the deductibility of legal fees. Subsequent cases have followed this
ruling, reinforcing the principle that acquisition-related costs, including legal fees,
should be capitalized to accurately reflect the timing of expense recovery in relation
to the benefits derived from the acquisition.
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